Introduction
International trade has played an important role in the development of both developed and underdeveloped countries because countries are dependent on one another due to uneven distribution of resources. Export of agricultural and other primary commodities accounts for a major share of developing countries income. Besides export dependence developing countries are also heavily dependent on the import of diverse capital and consumer goods to feed their industries and satisfy their peoples' consumption needs. Developing countries have been facing balance of payments (BoPs) problems because of divergence in imports and exports and hence the importance of foreign trade is obvious. Pakistan is an important country of the world. However, in terms of trade it does not enjoy a significant share. Recognizing the importance of trade, different governments have adopted different policies about trade according to international economy demands. Precarious nature of the Pakistan's economy was acknowledged by the government soon after independence in 1947and a strategy of import substitution (IS) industrialization was adopted through over-valued exchange rate, use of quantitative controls on imports and the export taxes on principal agricultural exports: cotton and jute. Though some 1950s policies were continued in 1960s, a number of new policies in the realm of economic management were adopted. Pakistan's economy suffered as well as benefited from international events in 1970s. Pakistan started liberalizing the economy with the help of IMF and World Bank in 1982-83 with a view to improving the efficiency of the economy by increasing the role of the private sector. Most of these reforms were implemented by mid-1980s. The process of liberalization started during 6th Five-Year-Plan (1983-88) and was implemented with great force after 1988. The government pursued vigorous trade liberalization in the beginning of 1990s. Like many other developing countries, Pakistan has made significant efforts to integrate its economy with rest of the world through
Pakistan imports and exports
Pakistan does not enjoy an enviable share in international trade. Pakistan has been trading with many countries over the years and particularly with the few traditional partners. It is difficult to present even brief review of Pakistan trade for the last 60-years. Pakistan exports performance has remained mixed due to internal and external economic conditions. During the recent years Pakistan trade has fluctuated considerably. Pakistan's export performance was impressively good in 2002-06 with average exports growth of 16% per annum because of the strong macroeconomic policies pursued at home and international trading environment. Pakistan's export performance was dismal in 2006-07 as it witnessed abrupt and sharp deceleration to less than 4%. Pakistan's import grew at an average rate of 29% per annum during 2002-06 on the back of strong economic growth which triggered a consequential growth in investment. The surge in investment led to a substantial increase in imports. However, import growth slowed to a normal level in the fiscal year 2006-07 but registered a sharp pick up in 2007-08 on account of unprecedented -42 -© 2011 Prague Development Center rise in oil import bills and imports of wheat and fertilizer. As a result, Pakistan's trade and current account deficits have widened substantially contributing to serious macro economic imbalances (Government of Pakistan, 2007-08, pp.133) . Table 1 and Table 2 provide Pakistan's exports and imports scenario with ten countries comprising the traditional partners (USA, UK, Japan, Germany , UAE, Saudi Arabia) as well as the neighboring Asian countries (India, China Bangladesh, Sri Lanka). More than 50% exports and imports go to these 10 countries. USA enjoys the principal share followed by Japan, Germany, and UK. In Asian countries China has the largest share in export and imports and its share has increased over the years. Exports to Bangladesh, India and Sri Lanka have followed a constant trend. However, imports from India have followed an increasing trend while for Bangladesh and Sri Lanka it has remained the same. Review of studies Bond (1985) explains that exports have played a critical role in the economic growth of non-oil developing countries and policies are made to increase their exports so that the problem of balance of payments is resolved. Khan and Knight (1988) estimated extended demand and supply functions instead of standard demand and supply functions to test the relation of exports and imports. They developed three models dealing with export supply, exports demand and trade balance and overall balance of payments. Results show that 10% reduction in exports will decrease the imports by 2% in the short run while the reduction in imports will be more than 5% in the long run. Sinha (1997) examined the import demand function for Thailand and concluded that imports of the country depend upon the import price, domestic price and gross domestic product. Rana (1983) study is the most detailed study in context of developing countries. He estimated the import demand function for his sample countries and concluded that the increase in exchange rate risk has a significant negative impact on import volumes. Arize (2000) estimated the long-run convergence of import and exports of 50 countries comprising some industrial and some developing countries. The results show that 57% low-income countries have stable long-run relationship between exports and imports. Naqvi et al., (1983) used three categories, each of exports and imports. Import equations are demand oriented while export equations are supply-oriented and assumed that Pakistan export demand to be exogenous. Sarmad and Mahmood (1985) got estimates of import elasticities at a disaggregated level for the period 1969-80. They also obtained price and income elasticities for aggregate imports. They have reported mixed results for price and income elasticities. Anwar (1985) studied export performance of Pakistan and estimated elasticities of export demand and supply for primary and manufactured exports for the period 1959-80 and has reported reliable and better estimates for the said categories of exports. Khan and Saqib (1993) estimated export (total, primary and manufactured) demand and supply functions simultaneously for the period 1972-88 and also the relationship between GDP and exports using exports-augmented Cobb-Douglas production function. They have concluded positive and significant relationship between GDP and exports and have suggested export orientation towards manufactured goods. Akhtar and Malik (2000) examined impact of price and income on Pakistan's trade with USA, UK, Germany and Japan. Results show that increase in GDP leads to increase in imports of Pakistan from USA and Japan. The results also tell that 1-percent devaluation in rupee decreases imports from UK, Germany and Japan in range 0.61-0.75 percent. Afzal (2001a) investigated the demand and supply of imports of Pakistan for the period 1960-1999 and has reported negative and insignificant price coefficient but a positive and significant domestic income coefficient. Liberalization is found not to have a positive impact on import demand. Atique and Ahmad (2003) have reported that that 1-percent decrease in real exchange rate will increase the demand of exports by 0.49 percent. In the same way 1-percent devaluation of rupee will increase the export demand by 0.39 percent in the long run. Afzal (2004) developed a simultaneous equation model exploring the relationship between economic growth, exports and other important macroeconomic variables and found significant impact of agriculture, industry, investment and human resource development (HRD) on growth. Export contribution to GDP growth is positive but less significant than agriculture, industry, human HRD and investment. Using partial adjustment model, Afzal (2005) investigated the responsiveness of total and the other three groups of exports of Pakistan for the period 1960-2002 and reported that domestic income elasticity of total exports (1.27), manufactured exports (1.76) and semimanufactured exports (1.34) is much less than the world income elasticities for total (1.99), manufactured (2.6) and semi-manufactured (2.58) exports respectively. For primary exports, world income elasticity is even negative (-1.87). Afzal (2006a) examined the relationship between economic growth, exports and its different categories, imports and world income and has reported bidirectional causality between manufactured exports and GDP. After making a detailed critical review and analysis of Pakistan's foreign trade in historical perspective, Afzal and Ali (2008) concluded that economy had led exports more than the export had led the economy. 
Methodology and data
A number of factors determine imports and exports of a country. Some of those factors are -level and dynamics of domestic income and GDP components (investment, consumption, public expenditure, and exports); price competitiveness of domestic production; exchange rate level and fluctuations as well as inflation differentials between the country and foreign nations; non-price competitiveness of domestic production; national attitude toward foreign goods etc among others. Similarly imports are expected to grow if families' disposable income increases, inflation abroad is lower than domestically so that foreign products become cheaper, changes in domestic supply and demand conditions etc. The above analysis reveals that there are multiple factors that are likely to influence imports and exports of a country. To translate the behaviour and response of imports as well as exports into a functional form, the main point to be considered is factors which are supposed to determine the imports and exports significantly. It is difficult to identify and quantify all the factors. A choice of the most important factors becomes imperative and binding. The response of both imports and exports depends on a host of factors. Studies have identified those factors. Government of Pakistan (2009-12) has mentioned many factors that influence Pakistan exports supply and demand. It is difficult to consider the impact of all factors on imports and exports. However, some factors are more predominant than others. Lack of market access (MA) is a major problem that exports of developing countries face and this is the major bottleneck in the success of WTO. This is also the major problem faced by the Pakistan's exports. USA and EU do not allow free market access to Pakistan exports despite various governments request to the countries. It is difficult to quantify MA. Because of non-availability of data, many important factors like MA and technology are difficult to represent. Therefore, researchers have devoted attention to those factors about which data are easily available and which also show direct as well as indirect impact on trade of a country. For example GDP can also be used as a proxy for political stability and domestic supply conditions. Studies have identified real exchange rate and income as the most significant factors influencing the demand of both imports and exports. Thus exports and imports functions are specified as under:
Where ln -natural logarithm; expak -Pakistan's exports; Impak -Pakistan's imports; rexreal exchange rate = erj * cpij /cpipak; j= 1,2, …10; erj = bilateral exchange rate between Pakistan and the jth trade partner; cpij -consumer price index of the trade partner j; cpipak -consumer price index of Pakistan; yj -real GDP of the trade partner j; ypak -real GDP of Pakistan; µ and ε -disturbance terms that satisfy the classical regression assumptions The expected signs of the coefficients in the export function are positive (β1 >0, and β2>0). An increase in the rex or a real depreciation means that foreign prices of goods in rupees (Pakistan's currency) have increased relative to prices of domestically produced goods. This implies that foreign goods (imports) become more expensive compared to goods at home while the domestic goods become cheaper for the foreign countries. Therefore, correct and expected sign of the coefficient of rex is positive. The expected
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© 2011 Prague Development Center signs of the coefficients of import function are α1<0, and α2>0. Reduction in rex will increase imports while the increase in ypak will lead to increases in imports. Furthermore since we have used double-log models we will get elasticity estimates. We used it since we are dealing with trade data. We assume that the error term follows the first-order autoregressive process (AR (1)) µt = ρ µt-1 + εt .The parameter ρ is the first order serial correlation coefficient and -1<ρ<1. We will estimate these equations with ordinary least squares (OLS) method which is considered a powerful and useful method for estimating linear regression model due to its desirable properties.
Econometric methodology: Co-integration analysis and causality testing
Time-series econometrics focuses on the time-series properties of the economic variables in order to overcome the problem of spurious regression. Examination of stationarity/nonstationarity is important before doing any empirical work which is closely linked to the tests for unit roots. Cointegration may provide useful information about the relationship between the nonsatationary variables. The theory of cointegration attempts to study the interrelationships between long-run movements in economic time series. Most economic theories are about long-run behaviour. Therefore acceptance of cointegration between two series implies that there exists a long-run relationship between them. From a statistical point of view, a long-term relationship means that the variables move together over time so that short-term disturbances from the long-term trend will be corrected. A lack of cointegration suggests that such variables have no long-run relationship: in principle they can drift arbitrarily far away from each other. If variables are cointegrated then an error correction model (ECM) ECM exists which combines the long-run relationships with the short-run dynamics of the model known as Granger's representation theorem. Before applying the cointegration technique, we need to determine the order of integration of each variable, for which we use Augmented Dicky Fuller (ADF) test. We use cointegration methodology suggested by Johansen (1991 Johansen ( , 1995 . If the series are not cointegrated, standard Granger causality can be used. In the bivariate case testing, the variable X is said to cause the variable Y in the Granger sense if the forecast for Y improves when lagged values of X are taken into consideration, ceteris paribus. This means that standard Granger causality test is based on past changes in one variable that explains the actual changes in another variable. This test is highly sensitive to the choice of lag length that can be decided using diverse criteria and for lag selection Akaike information criterion (AIC), Schwarz information criterion (SIC) and final prediction error (FPE) are generally used. The reported Fstatistics are the Wald statistics for the joint hypothesis. Based on Engle and Granger (1987, p.255) representation theorem, the error-correction model is formulated as follows:
Kt-1 is the error correction term generated from the Johansen multivariate procedure and the parameter λ is the error correction coefficient that measures the response of the regressand in each period to departures from equilibrium. Lagged explanatory variables represent short-run impact and the long-run impact is given by the error correction term
Data sources
Annual data on GDP, CPI, and bilateral exchange rate of Pakistan and ten trading partners were obtained from IMF International Financial Statistics (various year books). 
Empirical results
The OLS results of equations 1 and 2 for Pakistan's traditional trade partners as well as Asian partners (Table 3, Table 4 , Table 5 and Table 6 ) reveal that except Germany and UK the income variable has a significant coefficient for the remaining four countries suggesting that income is the major determinant of Pakistan exports. This means that Pakistan's exports to these countries will increase with the increase in the income of these countries. For example for 1% increase in Saudi Arabia income, Pakistan exports will increase by 0.54% and this applies to other countries as well. On the other hand except Germany and UAE real exchange rate coefficient is not significant for other traditional partners implying that exchange rate in these countries do not play as significant role as the income does.
Income is significant for all the Asian partners. Exchange rate is not significant for India only. This means that depreciation of Pakistani rupee and increase in income of trading partners will increase exports of Pakistan (Table 6 ). Except Japan and UAE the income variable has significant coefficient (Table 7) for the remaining four countries suggesting that Pakistan's income is the major determinant of Pakistani imports. Except Saudi Arabia real exchange rate coefficient is not significant for other traditional partners. Except China we do not get encouraging results from other Asian Partners (Table 8) . Note: * and ** indicate 5% and 10% levels of significance; ρa = first-order autocorrelation coefficient if DW indicated such autocorrelation in the residuals.
Johansen co-integration results
Since the variables under consideration have unit roots (results not reported to conserve space), we examine the export and import models for cointegration whose results have been shown in Tables 7-10. The lag order of VAR is determined by SC (Schwarz Information Criterion), FPE (Final Prediction Error) and AIC (Akaike Information Criterion) for both import and export models. Lag order based on the said criteria has been indicated against each country. Pakistan exports are cointegrated with Japan and USA based on λ-trace test only while the imports are cointegrated with UAE and USA on the basis of both tests. While for rest of the partners, there is no cointegration as the hypothesis of no-cointegration has been accepted by both the test-statistics (λ-trace and 
Error correction results
For USA we do not get statistically tenable results for the obvious reason that USA does not allow adequate market access to Pakistan's exports despite enjoying the principal share in trade with Pakistan. While for Bangladesh and Sri Lanka error-correction term is not only significant but also has the correct negative sign that implies long-run relationship between Pakistan exports to these countries (Table 11) . This means that Pakistan should make efforts to promote its trade with these countries instead of begging USA and EU for market access. Note: * and ** indicate 5% and 10% levels of significance; exb= exports to Bangladesh, exsri = exports to Sri Lanka, exjapan = exports to Japan, expusa= exports to USA. Note: * and ** indicate 5% and 10% levels of significance; imb= Imports from Bangladesh, imsri = Imports from Sri Lanka, imuae = imports from UAE, imusa = imports from USA.
However, for imports we get a different scenario (Table 12) . Pakistan imports have longrun relationship with imports from Bangladesh, Sri Lanka UAE and USA. Lagged exchange rate is significant for Bangladesh Sri Lanka and UAE suggesting the significance of exchange rate for imports. A stronger rupee will benefit the domestic consumers and hurt the exporters. Therefore, a realistic and stable exchange rate will benefit the economy of the country. For the last two years Pakistan exchange rate has depreciated alarmingly that has made the imports extremely expensive culminating in distressing trade deficit and Pakistan is obliged to knock the doors of IMF. Note: exc = exports to China, yc = Income of China, yg = income of Germany, xg = exports to Germany, yi = income of India, exindia = exports to India, ysa = income of Saudi Arabia, exsarabia = exports to Saudi Arabia, yuae = Income of UAE, exuae = exports to UAE, yuk = Income of UK, exuk = exports to UK. Note: ypak = Pakistan's income, imc = imports from China, img = imports from Germany, imIndia = imports from India, imJapan = imports from Japan, imUK = imports from UK., imSarabia = imports from SArabias.
Real exchange rate as well as income of China, Germany and UAE does not Grangercause Pakistan's exports to these countries while for India we see opposite scenario. Saudi Arabia's income Granger-causes Pakistan's exports but real exchange rate does not. UK income does not Granger-cause Pakistan's exports while real exchange rate does (Table  13 ). There is unidirectional causality from Pakistan income to imports from China; exchange rate does not cause imports from China. Pakistan income and real exchange rate Granger-cause imports from Germany and India. The real exchange rate and income of the trading partner's country are the means of improving the exports of Pakistan. Exchange rate causes unidirectional causality of Pakistan's imports from Japan, Pakistan income does not Granger-cause imports from Japan. Both Pakistan income and exchange rate Granger-cause imports from UK. For Saudi Arabia, neither income nor exchange rate Granger-cause Pakistan's imports. Thus Pakistan's income and the exchange rate are not the principal determinants of imports from Saudi Arabia (Table 14) .
Conclusion
We estimated the import and export elasticities of Pakistan trade with traditional trade partners and some Asian countries to see the dynamics of Pakistan trade from 1973 to 2008. OLS provides mixed results for exports function for real exchange rate, but we get expected results for income for all countries of the sample suggesting that income is the principal determinant for exports performance. However, exchange rate role is not underestimated. For imports function, except Bangladesh, Sri Lanka and UAE, we get the expected results for exchange rate. For income we get expected results for all except Sri Lanka. Because of autocorrelation problem which does not have a universal cure, OLS results are interpreted with caution. Nevertheless, we do get valuable insight about Pakistan's trade with both types of trade partners. Income elasticity for Japan, UK and USA is higher than other traditional partners. However, for Asian countries, China and India have higher income elasticity suggesting that increase in income of these countries will increase Pakistan's exports to these countries. For imports Pakistan enjoys higher income elasticity with UAE and Saudi Arabia implying that increase in Pakistan income will increase Pakistan imports from these countries. Pakistan is desperately dependent on Saudi Arabia for oil imports. Import elasticity for USA and Germany are higher than Japan and UK. Use of long period data necessitated the examination of time series properties. Pakistan exports are cointegrated with Japan and USA while the imports are cointegrated with UAE and USA. In the Asian group Pakistan imports and exports are cointegrated with Bangladesh and Sri Lanka but not with India and China. Real exchange rate as well as income of China, Germany and UAE does not Granger-cause Pakistan's exports to these countries while for India we see opposite scenario. Pakistan income and real exchange rate Granger-cause imports from Germany India and UK. Income and exchange rate are both important determinants of foreign trade. Continuing its trade with traditional partner and making efforts for greater market access to USA and EU, Pakistan should make efforts to increase its trade with Asian countries notably China and India (both countries have high income elasticity) because both are fast growing economies and have huge market.
